
E. R.spons. to Ad Hoc q••r.

The criticisms of the IUcro.conomic analysi. in the Godwins Report presented

in The Opposition of the Ad Hoc !elecommunic.tioa. Us.rs Co..itt•• to Direct

C••es is simply a sumaary of criticism. IUd. in • r.port pr.par.d by Economics

and Technology, Inc. (ETl) for the Int.rnational Co.-unlc.tlon. ~.oci.tlon. To

avoid r.p.tition, w. vill not ••p.r.t.ly r ••pond to the Oppo.ition of the Ad Hoc

T.l.communic.tions U••r. Co..itt•• r.port, and to the ETl r.port. Ia.t••d, w.
vill r ••pond only to the ETl r.port. R••ponding to the ETI r.port pr.s.nts a

sp.ci.l ch.ll.nge. Unlike the oppo.itiona fil.d by AT&T, KCI, .nd the r ...inder

of the Ad Hoc U••rs filing, the r.port submitt.d by ETl i. unprof.s.ional in both

its ton••nd its subst.nc.. Wh.n r ••ding the ••••rtions that .pp.ar ia.t.ad of

r ••soned .conomic .naly.l., on. vond.rs why ETI cho•• to writ. the r.port this

w.y. Y•• it the r.sult of .n inability to under.t.nd the .cono.ic analysis in

the Godwins R.port, or v•• it the r.sult of • delib.r.t••tt.apt to mi.r.pr•••nt

.nd distort the r.port? R.g.rdl••• of the r •••on, ETI'. r.ckle••••••rtions have

been .nt.r.d into the r.cord, so it i. n.c••••ry to ••t th•••tr.ight.

ETl ••••rt. on p.g. 13 of it. r.port that the Godwins R.port cont.ins at

l.ast six f.t.l fl.w.. nt. first .n.g.d f.t.l fl•• de.ls .ith the role of

c.libration, .nd the r ...ining five .ll.g.d f.t.l fl••••r. numb.r.d 1 - 5 on

p.ge 15 of the ETl r.port.

Ell Contln;iOJl 
(P.ge 14)

-In the Godwins IIOdel. the k.y n~.rs which dee-twin. th.
r ••ults .re simply inv.ne-d. nt.y .r...de up .... A quote
fro. App.ndix C-S of the Godwins R.port illu.tr.tes the
proc••• :

nt. IIOdel is c.libr.t.d .0 that in the .b••nc. of
FAS-106 it yi.l48 an alloc.tion of l.bor .cross
••ctors ... It ia .lso c.libr.ced such th.t in the
.b••nc. of FAS-106, .11 nominal prie•••r. equal to
on. .• (.aph•• ia .dded by ETI]
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'UpODIt • S.veral comments are in order. First, let's look at whac

ETI omitted from the quoted passage from che Godwins Reporc

where the ellipsis appears after ~labor across s.ctors.~

The following words were left out: ~that matches the actUil

allocation of labor across sectors.~ [emphasis added] Now

why w.r. th••• nin. words omitt.d by ETI? Cert.inly not

b.caus. they took up too much extra .pac.. And certainly

not b.c.us. th••• nine words w.r. not g.r.an. to the point

ETI was trying to II&k.. Quit. the contrary- - th.se nine

words indicat. that the n~.r. w.r. not II&de up or

inv.nt.d; the nUlHrical valu.s of the par.... t.rs were

cho••n so that the share of work.rs .ligibl- for SFAS 106

b.n.fits in the mod.l would .qUll the actUil sbar. in the

V,S, economy. That is, th.s. nine words prove th.opposit.

of ETI's assertion, .nd ETI simply cho•• to suppr.ss th••.

S.cond, the pa••ag. quot.d from the Godwin. '.port .tat••

ehat in the initial .quilibri~, b.for. the introduction of

SFAS 106, all nominal pric•• are s.t .qual to one. It

..... that the authors of the ETI r.port regard this as an

inv.nted n~ber, How.ver, th.r. is a diff.renc. b.tween a

pric. index and the pric. of a specific good measured in

local curr.ncy. GNp· PI h a pric. ind.x, and lik. all

index.s, a singl. sp.cific nuaerical value of the index is

..aningl••• , unl••s the seal. or ba•• i. sp.cified. Th.

value of an index in a ba•• y.ar i ••ntir.ly arbitrary, and

to ..k. the int.rpr.tation of the nuab.r•• impl., the price

index.. w.r. nor.alized so that the pric. index in the

initial aituation had a value of one. Th. conc.pt of

nor.alization should b. f..iliar to anyone with graduate

training in .conomics, and th.r. is no ..aningful s.ns. in

which nor.alization should b. interpr.ted as -inv.nting

nuab.rs.-
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Third, ETI italicizes the word "calibrated" twice in the

quoted passage, as if to emphasize that "calibr.ted" me.ns

"invented" or "made up." Th. problem is that the .uthors

of the ETI report do not appear to know what c.libr.tion

is. Th.y ask the question on page 14: "What is this

calibration?" Then they ••••rt thac calibracion does not

involve real econoaic data, and they cite a. proof the fact

Chat the cera calibration i. not used in standard

econoaetric. textbooks. The problea i. that the authors

looked in the vrong plac. to find out about calibration.

Th. ri&ht place to look i. in the ..cro.conoaics

lit.rature, in particular the burg.oning literature on

quantitative general equilibriua ..cro.conoaic models. An

influ.ntial paper that us.. calibration .nd is already

becoaing a cla•• ic in this literature i. Edward C.

Pre.cott's "Theory Ah.ad of lusine•• Cycle Mea.urea.nt,"

Quarterly Review, Federal Re••rve I&nk of Minneapolis" Fall

1986, pp. 9-22. Calibration i. at the frontier of

quantitative macroeconoaics and ha. not yet filtered into

many undergraduate textbooks. How.ver, calibration is

described in Chapter 11 of MAcro.cpnoaic. by Andrew a. Abel

and I.n S. a.rnanke, Addison-W••ley Publishing Co., 1992,

a book co-authored by on. of the authors of the Godwins

R.port and used at doz.na of leading colleges and

univ.r.itie•.

Calibration i. an alternative ..thod to direct econo..tric

••t1aation for choo.ina nu.erical value. of par... ters in

a ..cro.conoaic aodel. In calibrat.d models, nuaerical

value. may b. ba••d on .cono..tric e.timation of

aicro.conoaic data and/or they ..y b. cholen so that

variables in the aodel match actual v.lu•• of r.al econoaic

data. Both of th••• t.chniqu•• w.r. us.d in the model in

the Godwins R.porc. For inatance, the par...ters of the
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production functions were calibrated so that the share of

labor co.t in total co.t match.d the actual share of labor

in total cost in the U. S. economy. Contrary to the

a••ertion in the first paragraph on page 14 of the ETI

r.port [~Another key factor, the labor supply ela.ticity,

the re.ponse of labor supplied to real wase changes. is

a••um.d to be 0.00. again a numb.r st.ply invented for the

purpo.e. of their report.~], the value of th. labor supply

ela.ticity va. ba.ed on a lIUltitude of econo.-tric .tudies.

Th. first cOllplete paragraph on pale 30 of the Godwins

R.port di.cu.... the .~ry by Mark R. Killinl.worth of

the extensive econo.etric lit.ratur. on the ela.ticity of

labor supply. Each of the many studies findl different

num.rical value. for this ela.ticity, and it .....

pointle•• to try to pick on. of th•••tLaates in one of the

seudie.. It is even mor. pointl... to .cono..tricaUy

••tillate this ela.ticity indep.ndently, liv.n the lIUltitude

of .xistinl estLaate.. Th. s.nsible approach is to ob..rve

that the ••tillat.. t.nd to .how a ...n, .v.n ,Ulbtly

n.lativ., ela.ticity. lecaus. the t.pact of SFAS 106 on

the GNP-PI is larler for hilber labor supply elasticities,

a value of 0.0 va. cho••n so a. not to understate the

t.pact on GNP-PI Furth.rmore, the ••~itivity analy.is

.xplor.d the effect of ev.n hilber valu.. of this

eluticity.

It .hould be acknovl.dl.d that the value of one par...ter,

the price .la.ticity of deund, wa. not directly calibrated

fro. a .pecific s.t of data or a .pecific ••t of

econo..tric studie.. The value of this par...ter wa.

cho.en by ob.ervinl that econo..tric .tudies of the deunds

for various loodl tend to find pric••la.ticiti.. of deund

on the order of on., or ...Uer. For i~tanc., the ETI

report on page 16 cit•• a price eluticity of deund of

0.723 for lnterstate switched acces. in a study by
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J. Gatto, et. al of AT&T. S.cause price elasticities of

demand tend to be smaller for broader categories of goods,

the price elasticities of demand for s~ctors 1 and 2 in the

Godwins lIodel (loIhich account for about 2/3 and 1/3 of

private sector output, re.pectively) are 1I0St likely

smaller than one, Th. ba••line calculation u.ed an

ela.ticity of 1.5 because exp.rimentation with the lIodel

indicat.d that the effect of SFAS 106 on GNP-PI is (1) not

v.ry sensitive to the pric••la.ticity of deaand, and (2)

hi&h.r for hi&h.r value. of the pric••la.ticity of d...nd.

Th.r.fore, to provide a cushion a,ain.t understatin, the

aff.cts on GNP·PI, the value of the pric. ela.ticity of

demand -.ra. purpo.ely •• t hi&her than the likely true value

of this ela.ticity.

The ETI report cOllplains that only -after INCh .va.ion- (p.

14) did the May, 1992 Godvins ae.ponse to Para,raph 16 of

the FCC Order of Inve.ti,ation and Suspension adait that

its IIOdel h not econometric.lly e.ti.-t.d. The first

p.ra,r.ph of the May a••ponse .t.te. th.t the original

Godwin.a aeport cont.ined .nou&h inforaation so that a

well-train.d prof.ssional .cono.ht could reproduce the

nuaeric.l re.ulu of the ..croecono.ic raodel. The second

p.r.,r.ph be,ins by poiotins out th.t it would b. helpful

to contrast the IIOdel in the Godvins a.port loIith

conventional large-sc.l. short-run .conometric for.c.sting

raodal.. This 1. cle.rly not .v.sive.

Havins .ddr••••d the ETI report'. .1srepr•••nt.t:1on of

c.Ubr.tion, loIe now dhcus. the frv. nu.ber.d all.led

n.w•.
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III CODundqp 
(Page 16)

'uponst .

RGodwins choose (sic) the vrong kind of ~odel to evaluate
the effects of FAS 106."

According to ETl, a large-scale cOalercial econolletric

1I0del would have been preferable to a classical general

equilibriUli model for the purpose of analyzing the impact

of SFAS 106. The May. 1992 Godvia. Respoa.e to Paragraph

16 of the FCC Order of lavestilation and Suspea.ion has

alre.dy addressed in detail the choice of a classical

general equilibriUli model rather than a large-scale

co..ercial econolletric foreca.tinl.adel. ETl has already

complained on pace 14 that that respoa.e coneained

Rduplication of ..terial fro. the February reportR so that

discussion will not be repeated here. It should be noted.

however. that the Godvia. Report listed five desirable

criteria for a model to use in addre.. ing the iJlpact of

SFAS 106. The cla.sical general equilibriua IIOdel used in

the Godwia. Report meet. all five of the.e criteria. but as

pointed out in the Godwia. Re.poa.e to Paragraph 16.

large-seale co..ercial econometric foreca.ting IIOdels fail

to .eet at le•• t CWo of the.e criteria.

£TI'. discussion on page. 16-18 adds nothing of substance

to the issue of choosing an appropriate type of IIOdel. The

distinction drawn on page 16 between aathe..tical IIOdels

aDd IIOdels explicitly designed to be estiaated with actual

data again reveals the author.' ignorance of the burgeoning

aacroeconollic literature on quantitative general

equl1ibriua lIodels. (See especially the sentence on page

16: -They are de.igned anel sewl1eel to inve.tigaee a

concept qualitatively not qUMJtitatively. - (italics in

original), The author. va.te a fev paragraphs on page. 17

anel 18 deriding the IIOnopolistic coapetition in the

Blanchard-Kiyotaki model. Apparently they have failed to

realize that 1I0nopolistic competition i. one aspect of the
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ETI ContentiQn 
(Page 18)

'upon" -

!tI Contlnt ion 
(Pag. 19)

'"ponlt -

Blanchard-KiYQtaki mQd.l that is nQt present in the

adaptatiQn of this model us.d in the Godwins Report.

-Th. k.y nUA.ric.l p.rameters of the model are invented by
Godwin••nd not estimat.d fro••ny econo.ic datab.se.-

Ther. i. nothing new in this f.l.e ••••rtion that ha. not

.lr••dy b••n .ddr••••d in this Supple••ntal It..port. All of

thi...t.ri.l in this fal••••••rtion i•• r.p.tition b•••d

on the ignorance of calibration by the author. of the ETI

It..port.

-Th. Godwiu. aodel .rroneoualy a••WII. that worker. do not
.valuate the value fro. po.t-r.tir...nt b.n.fits and that
.mploy.rs do not vi.w th••• b.n.fit. a. current co.t•. -

Page 19 of the £II r.port stat•• -The fund&aental Godv1u.

a••u.ption is that .aploy.r. who pay th.s. po.t-r.tir...nt

b.n.fit. do not now conaider th•• labor co.es. - This

quot.d ••nt.nc. pr••uaably ..ana that the Godviu. It..port

a••ua.s that, in the ab••nc. of SFAS 106, .aploy.rs do not

r.cognize po.t-r.tir•••nt b.n.fits a. current co.ts. Th.

rea.on for this a..u.ption is thAt the Godviu. It..port

att.mpt.d to taka a cona.rvative approach wh.rever

po•• ibl.. In this particular cont.xt, cou..rvativ...ens

suardinl agaiu.t understating the impact of SFAS 106 on

GNP-PI. Equival.ntly, the approach was to .rr on the side

of ov.ratating the impact on GNP-Pl. Now if on. argues

that in the absenc. of SFAS 106 '1Ip1oy.rs and .aploy.es

fully recQgniz. po.t-retire..nt b.n.fit., th.n the

introduction of SFAS 106 would hAv. no .ff.ct on .ny

pric•• , and the GNP-PI would b. unaff.ct.d. Thu., GNP-PI

would provide .bsolutely no r.cov.ry to Pric. Cap LEe. who

would th.n b. .ntitled to •••k 100' recov.ry of the

incr.... in co.t. due to SFAS 106 b.c.u.. Pric. Cap LECs

have not b.en able to recov.r th••• COltl in the palt.
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111 Contlpdop 
(Pag. 20)

' ..pon...

How.v.r, to the extent that SFAS 106 formalizes and focuses

att.ntion on future pOlt-retir...nt liabilities, and to the

extent that fims carry larger liabilities on their balance

Iheetl and thua face higher costs of borrowing, the

introduction of SFAS 106 vill lead to an increase in

r.cosnized current cOltl. How large is the increase in

co.t.? M .1q)lained above, the conaervative approach

dictat•• that we overstate the eff.ct of SFAS 106 on

GNP-PI, 10 for aacro.cono.ic purpo••• w. tr.at all of the

additional SFAS 106 expenae a. a co.t.

-Next, the Godwina modal incorrectly ua•• an outdated
functional fora to repre••nt the production function for
the econoay.·

Althouah the Cobb-Douglas production function va. fint

ua.d more than 60 y.ar. ago, it i ••till vidaly ua.d in

quantitative econo.ic anAly.is, and on. of it. aajor

pr.dictiona - - that factor shar•• ar. conatant over ti.. -

..... to hold up v.ll in U.S. data. It is true that during

the 1970. there va. a flurry of activity to gen.ralize the

Cobb-Douglas production function, and this flurry included

••t1llation of the tranalog production function cited in

footnote 48 of the ETl r.port. Th. tranalog production

function is conaidarably more g.neral than the Cobb-Doullas

production function, but this added g.nerality coae. at a

coat. Th. tranalol production function hal ..ny more

par...t.r. to ••tisat. or calibrat., and the quality of

a&&r.gat. data on inputs say b. sufficiently poor to sake

.at1llate. of th••e additional par...ters unreliabl.. It is

worth notinl that wh.n th... additional par&IHters are

.qual to z.ro, the tranalol production function b.co..s a

Cobb-Doulla. production function. In practic., estisates

of sany of th••• additional par...t.r. have large standard

error. and ar. not significantly diff.rent fro. z.ro at
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standard confidence lev.ls (se. Ernat R. B.rndt, lla

Practice of Econom.trics; Cludc and Cont'llporar:;y, R.ading

Ka,sachu.etts: Addison-Wesley Publishing Co., 1990, Tabl.

9.2 p. 473). In addition, the .. tillated elasticity of

substitution beeween capital and labor, in a four-factor

tran.slog production function pr...nted by B.rndt on p. 475.

is 0.97, which i, v.ry cloa. to the elasticity of

subatitution of 1.0 that ia charact.ri.tic of the

Cobb-Douglas production function.

Th. ITt report clo... ita critic1l. of the us. of the

Cobb-Douglas production funcdon on p.,. 21 with the

s.nt.nce, -Althoush it i, not cl.ar how sienificant the

bia. i, froa the us. of the Cobb-Doulla• .adel, it i. cl.ar

that the analysi, involv.. st.pllfi.d allu.ptiona dating

back ov.r 60 y.an.· It 11 worth noting that not only do••

the ITt r.port a~it that the significanc. of the bia' i,

unclear, it do•• not ,p.culat. on the dir.ction of any

bia.. Th. only thing that i. cl.ar to the authors of th,

ITt r.port is that the Cobb-Douglas production function is

ov.r 60 y.ars old" Int.r••tingly .noush, the soure. cited

in the ITI r.port .tat.1 that the trIMlol production

function introduc.d in 1970 i, -identical to the production

funcdon con.sidered by H.ady s.v.ra1 decades ,ar11.r.·

(Bemdt, p. 458)

P.rbapl the b.st r ••pona. to the critici.. rais.d by the

ITI r.port i. contained in a 1988 book by Zvi Grilich.,

(for-r Ch&iraan of the Dtpartlllnt of !cono.ie, at Harvard

Onlv.ralty, 1984 Vie. Pr.lident of the Amerlcan Econoaic

Aalociation, 1965 viDlllr of the John lat•• Clark Medal for

the b.lt .cono.ist under the a,. of 40, and F.110w of the

!cono..tric Society whOI' dlltinsuiah.d car••r ha. b••n

devot.d to the study of productivity): -Ther. i, also the

i"u. of functional fora for the ••t1a&t.d production
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!II Contlnt ion .
(Page 21)

'''Pon'' .

functions and the associated productivity computations. I

could never take this range of is.ue. serioUJIly." (Zvi

Grilichu, IechoololY, EducatioD, and Productivity, New

York: Basil Blackwell Inc., 1988, pp, 306-307,)

"Finally. the Godvins Report ignore. the \Ulual uncert.inty
that i. a••ociated with survey re.ults m.a.ured by
calculated standard errors."

Thi. critic i •••pplies to the actuarial analysis and has

b••n .ddr••••d on pp. 10-11 of thi. Supple..nta1 R.port.
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F. "'PODs, to Miseell.neous COmment by HCI

lICI CODUntion .
(Page 6.
and FN 8)

' ..pon.. -

-If .xog.nou. tr.atment is afford.d to on. portion of the
co~.naatlon package, an a',.a.trical relation~hip will b.
afforded carr1en under prie. c.p.. Thh will .llow
c.rd.n to off.r inerea••d OPEl, for which ch.y would
r.e.·iv••xog.nou. tr••cmant, .nd d.cr•••• oth.r fot'1a. of
eoap.na.don. I (footnot. 8: In f.et, the USTA .tudy itself
pr.dict•• s1aU.r situation wh.r. SFAS-I06 eo.ts iner.....
the w.g. r.t. in the .conollY will fall, offsetting the
iner•••• in l.bor co.t••••oeiat.d with SFAS-l06.)- .

H.r. it is appropri.t. to co...nt only on footnote 8.

In the Godwina R.p~rt pr.par.d for USTA, the introduction

of SFAS 106 l ••ds to a r.duetion in the vag. r.t., r.lativ.

to the vag. rat. that would have pr.vail.d in the ab••ne.

of SFAS 106. Th. faU in the vag. r.t. 11 ~ a

cona.qu.ne. of -an ..~tdcal re1ationahip [th.t) vill b.

afforded earri.r. under prie. cap•. - Th. vag. r.t. falls

for &1l finu in the .eonollY. .v.n tho•• finu that do not

off.r OPEl. cov.r.d by SFAS 106. Th. predict.d nationwide

fall in the vag. rat. 1. a ..rket .quilibriua ph.no.-non

r.fl.cting the nationwide fall in the deaand for labor at

any giv.n v.g. rau, al explain.d on page 24 of the Godwin.

!aport. a.eaUl. the fall in the vag. r.t. 1. an

.qul11briua ph.no..non, it i. b.yond the control of any

l1nale fit'1a or slUll group of fit'1ll.
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App.nd1.x A

Calculation of "Standard Error" of AT.ral. ILI
(D••cription of M.thodology)

In r ••pon.. to a cont.ntion rai••d by th. Ad Hoe T.l.co.-unic.tions U,.rs

Co.-itt••. v. hav. provided an analy.h which va. p.rforaed to det.nin. wh.ther

-th. uncertainty that is as.ociat.d vith .urv.y r ••ults- could hav. alt.rlally

aff.ct.d th. re.ul t. outlin.d in th. GodvitU a.port" Th. Mthodology • .-ployed

in that analy.i. i. de.crib.d b.lov.

Th. GodvitU ILl databa.. 11 .XtI.uiv. (830 plans in all) and holda data on

Plans for 18 aillion participant. out of a univ.r•• of 38 aillion participant•.

Statistical 'lIIpling .rror .hould hav. b••n ainor. Godvi.u tllt.d thh hypoth••iI

by calculating .tandard errors for the pr.-65 and po.t-65 av.rag. ILl's. Th.

analysh took account of the aix 1ndUltry group. UI.d in the USTA a.port. the ILI

v.ighting. vithin .ach indUltry group, the w.ighting. of the 1ndUltry-group ILl's

in developing the final av.rag... and of the finit. univ.rs. effect whereby

disp.rsion tends to z.ro wh.n a sample .n1arg•• to .xhaUlt the univ.r.e.

For each industry group (i-l, i-2. '" i-6) a varianc. va. calculated for

the set of ILII's (j-l, ~) ob••rv.d for the group, ~ b.ing the nuaber of Plans

in the GoclvitU databa•• for indUltry group 1. W.ight.d ...ans w.re us.d in the

USTA .tudy, and the varianc. for the v.ight.d ..an for industry group i VII

calculat.d II the varlanc. of the ob••rv.d ILII'. tt.e. the .ua of the .quares

of th. v.llbt. bu.d on participant count. 1n the plans included in th. industry

group. The Goclvlns databa•• ha. inforaation for .ub.tantial p.rc.ntag.. of

covered 'lIploy••• in .ach industry group. Th. total tNIIb.r of pla.u in .ach

industry group, TI , VII tak.n a. the nuab.r of platU in the GodvitU databll' for

the indUltry group, ~, tta•• the ratio of cov.r.d 'lIplo,..nt for the industry

group in the .c~nomy (a GAO firur.) to th. cov.r.d -.plo,.ent includ.d in the

GodvitU databa•• for the indUltry group. A .tandard adjUle-nt factor of

(T,· HI) / (T, - 1) va. appli.d to account for the -finite univ.r...fflct-.
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The e.t1.aate of the variance of the lIeans ""a. taken as the SUII of the

products of the square of the -GAO ""eights· time. the estiaates of the

industry-group variances. The square root of the estimate is the lIeasure of the

dispersion of the lIeans. NUilerical results froll the calculations are sUllmArized

on the chart attached hereto. We .ee that pre-65 and poat-65 diaper.ioOl are

lIinor When contraated to their corresponding lI.aOl.
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Calculation of "Standard Error" of Averege BlI's

(Resul ta)

I rWs trY Group I'Ullber:

N~r of Plans in GODWIMS' dat~e:

IkIIber of ElIploVee, covered by euth ,l...:

INIber of covered elIIploV". in ec~ (GAO):

Pre Age 65
weighted ..... III for group:

Variance of Ill" in group:

Var lance of weighted ..... for group:

Variance adlusted for finite universe effett:

(1)

446

11,129,686

",602,ln

0.1232
0.049191
0.000711
0.000029

(2)

6

94,893
562,891

o.ml
0.0604S6

0.028462
0.024396

(3)

71
1,472,SI9
8,153,209

0.1914
0.041069
0.00219S
0.002419

(4)

31
1,814,OS4
3,962,134

0.4130
0.061315
0.006361
0.003319

(5)

222
3,549,719

10,431,100

0.6121
0.040691
0.000747
0.000494

(6)

47

110,402
3,040,556

0.5n1

0.061032
0.004062
0.003035

Jot.l

830
11,911,343
JI,4S4,062

0.6898

0.000227

Oi8peralon 0' ..elghted .an:
........ 1 .t.....d deviation:

"'an . 1 standard devlat ion:

0.015076
0.1049
0.6141

DI8peralon of ..elghted _110:

........ 1 .,andltrd devIation:

Me.... - 1 standard deviation:

~

•
a,
t

Post Age 6S
weiflbted ..... IL I for grOt.4p:

Variance of ILl" in grOt.4p:

Varlance of ..elghted .an for grOt.4p:

Variance edjusted for finite universe effett:

0.2340
0.019851
0.000211
0.000012

0.0604

0.022000
0.010351
0.00lI878

0.2643
0.0111183

000IJ1

0.000100
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0.060l

0.011OS2
0.001044
0.OOOS55

0.1926
0.015966
O•..aft
0.OOOS55

0.1261
0.018118
0.001015
0.0001\1

0.2008

0.000065

0.008080

0.2019
0.1927
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Appendix B

Average Age / Average Service for Mature Populations

Promulgated from Varying Turnover and Retirement Assumptions

<-_._._---_.
< • - • - T2 - - . . > < - -

Average Age
- . T6 . . - . >

- • - - • - - - . - ...•>
< . - . . T10 - - . - >

Age of
New Hires

25
26
27
28
29
30
31
32
33
~4

5

RA 62

39.94
40.75
~
42.32
43.08
43.83
44.57
45.29
46.00
46.69
47.36

RA 63

40.35
41.16
41.96
42.74
43.51
44.27
45.01
45.74
46.45
47.14
47.82

RA 64

40.76
41.58
42.38
43.17
43.94
44.70
45.45
46.18
46.90
47.60
48.28

RA 62

36.96
37.88
ri8.801
39.71
40.60
41.48
42.34
43.19
44.02
44.84
45,64

RA 63

37.24
38.18
39.11
40.02
40.93
41. 81
42.69
43. 55
44.39
45.22
46.03

RA 64

37.53
38.48
39.42
40.34
41.26
42.16
43.04
43.91
44.77
45.60
46.43

RA 62

31.02
32.16
33.29
34.43
35.56
36.70
37.82
38.94
40.05
41.14
42.22

RA 63

31.09
32.23
33.38
34.53
35.68
36.82
37.96
39.10
40.22
41.34
42.43

RA 64

31.16
32.31
33.47
34.63
35.79
36.95
38.11
39.26
40.40
41.53
42.64

< • - . . . - - . . - Average Service . - - . . - - - '. . . ->
< • - - - T2 - - '. - > < . . T6 . - . - > < . . . . T10 . . - - >

.~ge of RA 62 RA 63 RA 64 RA 62 RA 63 RA 64 RA 62 RA 63 RA 64
:Jew Hires

2S 14.94 15.35 15.76 11.96 12.24 12.53 6.02 6.09 6.16
26 14.75 15.16 15.58 11. 88 12.18 12.48 6.16 6.23 6.31
27 114.5ij 14.96 15.38 [il. 801 12.11 12.42 6.29 6.38 6.47
28 14.32 14.74 15.17 11.71 12.02 12.34 6.43 6.53 6.63
29 14.08 14.51 14.94 11.60 11.93 12.26 6.56 6.68 6.79
30 13.83 14.27 14.70 11.48 11.81 12.16 6.70 6.82 6.95
31 13.57 14.01 14.45 11.34 11.69 12.04 6.82' 6.96 7.11
32 13.29 13.74 14.18 11.19 11,55 11.91 6.94 7.10 7.26
33 13.00 13.45 13.90 11.02 11,39 11.77 7.05 7.22 7.40
34 12.69 13.14 13.60 10.84 11,22 11.60 7.14 7,34 7.53
3S 12.36 12.82 13.28 10.64 1l,03 11,,43 7.22 7.43 7.64
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A.ppendu C

Additional S.~itlvity Analysis

Extre.. Par..eter Value. Leadin, to Lov E.tlaates
of the Pereenta,e of Additional SFAS 106 Costs

to be Ket fro. Other Sources

Additional SFAS 106 Coata of
Avera,e E.ployer with SFAS 106 Liabilitiea

1<-··_· 2' ----->1 1<---·- 3' .---->1 1<----- 5. ----->1
Labor
Supply (a) (b) (c) (a) (b) (c) (a) (b) (c)
Ela.tieity

0.0 0.9 12.0 ll....l 2.0 17.5 ~ 5.4 27.5 ll..J.

0.1 3.9 10.0 1LJ. 6.4 14.6 ~ 12.5 22.8 iLl.

0.2 6.7 8.1 11.l 10.6 n.' ll...i 19.4 18.3 iL.l

0.3 9.4 6.4 ILl 14.6 9.1 lL.l 26.0 13.9 ~

(a) reflected in GMP·PI
(b) financed by potentlal reduction in the va,e
(e) to be ..t froa other lource.

price elaatlclty of~ - 3.0
share of labor coat. in total co.t in .ector 1 - 0.71
share of labor coat. In total coat in .ector 2 - 0.71
initial fraction of labor -.ployed in .ector 2 - 0.4
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New Findings Prove Strength of Original Request

More than 87% of the cost of adopting the SFAS 106 accounting

procedure will not be recovered by local exchange carriers subject

to federal price caps (Price Cap LECs) without exogenous treatment,

according to a "best estimate" prepared by Godwins for the United

States Telephone Association (USTA).

The best estimate, and an expanded sensitivity analysis

showing 648 potential scenarios that could change the amount of

SFAS 106 costs recovered by Prlce:::ap LECs, were requested by the

Federal Communications Commission. (See the FCC's Jan. 22, 1993

Order in CC Docket No. 92-101, paragraphs 63 and 64) .

The bes t es tima te shows tha tonI yO. 3 % 0 f the costs are

reflected in the GNP price index and 12.3% might be recovered by a

reduction in the wage rate and other macroeconomic adjustments,

leaving more than 87.3% of the costs unrecovered.

The finding underscores the conservative nature of the Price

Cap LECs' request for exogenous treatment made last year. In that

request, which was based on a study bv Godwins, exogenous treatment

was sought for only 84.8% of -::he costs of SFAS 106 2.5

percentage points less than the best estimate now clearly indicates

is reasonable.

The earlier calculation estimated that 0.7% of the costs would

be recovered in the price index and 14.5% might be recovered by a

reduced wage rate.

- 1 -
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Given the philosophy followed L:: t:he Godwins study, it should

come as no surpr 1 se that '::he bes t es t ima te is higher than the

original estimate cited in the study. The study generally used

conservative values when setting parameters for the actuarial and

macroeconomic ana 1yses used to gauge the impact 0 f SFAS 106 on

TELCO, a composite company constructed to more easily quantify

statistics compiled from the 11 Price Cap LECs.

At every juncture, Godwins used values that avoided giving

unwarranted benefits to TELCO. The intent was to avoid potential

claims of double-counting by erring in the direction least

favorable to Price Cap LECs.

For example, in the macroeconomic model Godwins overstated the

impact on GNP-PI by using a baseline value of price elasticity of

demand that is almost certainly too high. When this value was

reduced to a more likely level for computation of the best estimate

of recovery, it reduced the amount 0 f costs TELCO would ::-ecover

through the GNP-PI and other macroeconomic effects.

A similar result occurred when Godwins overstated a value for

labor supply elasticity which, like price elasticity of demand, is
-

among several economic parameters used to determine how much of

SFAS 106 costs will be recovered through the GNP-PI.

The study's conservative bent also is shown in the actuarial

analysis by use of a 3% figure to quantify the direct impact of

SFAS 106 on labor costs for the portion of the economy that

includes businesses providing post-retirement benefits. The best

estimate places this value at 2.5%, fully a half-percent lower than

- 2 -
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the conservative estimate.

It is with a firm bell.ef in ::he Godwins study, and with

steadfast support for the actuarial and macroeconomic analyses on

which the study is based, that the 84.8% estimate used by the Price

Cap LECs in their filings last year, LS reaffirmed.

Conservative Estimate Is Built On Sound Foundation

The conservative estimate developed by Godwins in this study

is built on a firm foundation composed of an actuarial analysis, as

well as a macroeconomic analysis that uses parameters derived from

the actuarial study.

Using extensive demographic, economic and benefit program data

collected from 11 Price Cap LECs, the actuarial analysis constructs

TELCO, a composite company that closely reflects the entire

industry's characteristics.

When compared to the average employer in the economy, the

effects of SFAS 106 on TELCO's costs are disproportionately higher

due to a combination of factors. Its work force stays on the job

longer, retires earlier, has a hIgher ratio of retired-to-active

workers and has a higher proportion of covered workers.

The situation 1S offset somewhat by the fact that TELCO's

labor costs are a lower percentage of total costs than of the

average employer in the GNP.

Given these circumstances, the average employer in the economy

will experience only 28.3 percent of the cost increase from SFAS

- 3-
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~06 that will hit TELCO.

JVnong the steps taken to obtain the results:

* A comparison of TELCO's bene fits program to a "na tional

average" benefit program developed through the use of a database of

provisions of retiree medical plans sponsored by 830 private-sector

companies employing 19 million workers, which is well over half of

all covered employees in the United States.

* Adjustments for differences in programs and other factors,

such as the average age of employees, length of service, retirement

patterns, number of retirees and current level of pre-funding of

benefits.

The actuarial analysis also utllizes a number of factors to

develop a formula that quantifies the direct impact of SFAS 106 on

labor costs for the portion of the economy that includes businesses

providing post-retirement benefits. The best estimate places this

value at 2.5%, fully half a percentage point lower than the 3%

conservative estimate used in the Godwins study.

Through its examination of the impact of SFAS 106 costs on the

economy as a whole, the macroeconomiC analysis divides the 95.8

mil~ion private-sector workers in the national economy into two

groups. They are:

* Sector 1: An estimated 65.1 million workers who have no

post-retirement plan covered by SFAS 106 rulesi and

* Sector 2, an estimated 30.7 million workers eligible for

some type of retirement plan, the cost of which ultimately will be

- 4 -
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reflected in SFAS :.06 costs

The macroeconomIC model also finds that only 2.3% of the

a verage employer f s addi t ional cos ts resul t ing from SFAS 106 i oS

passed through to the GNP price index. Consequently, TELCO stands

to recover only .7% through the GNP-PI because the actuarial

analysis finds the price index wlll reflect only 28.3% of the

additional costs lncurred by the average Price Cap LEC due to SFAS

106.

Although It first appears tha: thls means 99.3% of TELCO's

additional costs are unrecoverable, the macroeconomic analysis

determines that the national wage rate might be 0.93% lower than i:

would have been 1n the absence of SFAS 106.

Consequently, If TELCO can achIeve a similar reduction in its

wage rate, another 14.5 % 0 f SFAS :.06 costs could be recove:ced,

lowering its total unrecovered costs to the conservative estinate

of 84.8% that is being sought for exogenous treatment.

Some Outcomes Are Not Realistically Conceivable

As explained in the origlnal Godwlns study, the macroeconomic

model for determining how much of the SFAS 106 costs are

unrecoverable can, by adjusting the values of its parameters, be

used to obtain numerous possible outcomes.

Godwins attempted to display the sensitivity of the results in

- 5 -.
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lts original study by shOWIng a~ '~t~emely wide range of possible

outcomes--as well as the conse2:"'Jat: ': estimate believed to be a

reasonable basis for exogenous treatment.

However, the Commission subsequently requested, and now has

been provided, all 648 es tima tes / as well as an overall bes t

estimate.

This list shows all outcomes associated with all "possible"

parameter values. But it must be understood that results at either

end of the spectrum are based on ex:reme values and simply are not

realistically conceivable.

That is the case with at least :hree of the parameter values

which show more than 40% of costs oelng recovered through GNP-PI

and macroeconomic adjustments. ThIS occurs because any attempt to

display every combination of parameter values requires some of

those values to be set at levels ~eeded simply to fill out the

"grid" a f po s sib i Ii. tIe s .

For example, the outcomes 1n questIon are based on unrealistic

values for:

Price elastici ty of dema:--,cj. The flawed combinations of

parameters use a value of 3.0, ,-"r.:-ch 1S much too high to bE~

plausible. The baselIne calculati.o~ Durposely uses a value of 1.5

tha tis too high in order to gUd2:"C aga l:-1S t the possibi 11 t: Y 0 f

understating the impact of SFAS 106 on GNP-PI. The true value

almost surely is less than 1.0.

-- The direct impact of SFAS 106 on labor costs in sector 2,

- 6 -
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the segment of the economy ensampasslng covered workers. The 4.5%

value applied here is much too nlgn, as evidenced by the 2.5% value

used to develop the best estimate and the 3% value used in Godwins

original conservative estimate

The foregoing is why all of the combinations of parameter

values that show less than 60% of additional SFAS 106 costs being

recovered without exogenous treatment simply are not worthy of

consideration.

- 7 -
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